than India. Trade with India thus presents itself to Nepal as a combined situation of monopoly and monopsony. Furthermore, India is also a transit country providing Nepal with an access to the sea. The cumulative effects of all these factors have apparently resulted in a weak bargaining position for Nepal as a trading partner in Indo-Nepal trade.
Looking at the export structure of the country, one notices that food alone, defined as SITC Code 'O', accounts for 60% of Nepal's total export earnings. But it has been seriously questioned whether Nepal is genuinely a food surplus country. This surmise is indeed substantiated by sporadic food deficits in the hill regions when the country's export data for the same year boast of a bulk of food exports. The national income accounting definition of exports, EXP = TS-ADD (where EXP = Exports, TS = Total Domestic Supply and ADD = Aggregate Domestic Demand), thus represents a real export earning state of a country only when ADD truly reflects the total domestic demand. When ADD is an underestimate, the exports as a result become an overestimate. In Nepal's case, this appears to be true due to the fact that there is a regional disparity in food consumption levels between the hills and the Terai (southern plain) regions. Under normal transportation conditions, food surpluses from the Terai would have been transmitted to the food deficit regions of the hills, but the lack of adequate transportation facilities has prevented the marketable surplus of the Terai from reaching the inaccessible hill areas. This has resulted in the transformation of the marketable surplus of the Terai into exports to India. It is thus obvious that the exports to India from Nepal have an artificial appearance of domestic savings. In the event of improved transport facilities between the two regions, that surplus would be reduced substantially.
The hills provide a mere 28% of the cultivated land, but must support 58% of Nepal's total population. The man/cultivated land ratio is 3000 persons per square mile in the hills as opposed to 880 for the Terai. A realistic population policy necessitates that the hills be released from their staggering over-population, and yet the impact of such policy could mean further reduction in the export volume, at least in the short run, resulting from a sharp increase in an aggregate domestic demand that has otherwise been suppressed.
Besides, in a separate study made by one of the authors, India's mean elasticity of demand for Nepal's food with respect to the ratio of India's national income to its agricultural income has been found to be substantially greater than unity.' The income elasticity has been derived from the following behavioral equation: The high relative income elasticity of the Indian demand for food imports indicates the susceptibility of Nepal's export earnings to the agricultural conditions in India. This renders Nepal's earnings from the export of food to India relatively unstable.
Nepal's imports from India have been found to be highly income elastic. The Nepalese income elasticity of demand for imports from India has been found to be 2.61, indicating that Nepal's imports are likely to grow more rapidly along with the increase in income resulting from the country's development efforts. The above mean income elasticity has been computed from the following equation: The vulnerability of Nepal's export earnings as indicated above combined with its highly income elastic imports thus poses a serious problem to the balance of trade of the country. In these circumstances, if substantial improvement is not made in its exports in general and agriculture in particular and if imports expand relatively faster, the indications are that its balance of trade will grow worse. So far the deficits in the trade balance have been met by the transfer of unrequited capital, but this manner of meeting deficits cannot be relied upon indefinitely.
Summing up, Nepal's main trade problems can be identified as, first, a continuing trade concentration both in terms of market and commodity exports, and second, increasing deficits in its balance of trade. Both of the problems are likely to linger for some time to come. Since they are structural in nature, they are long run problems that require long run remedies for their solution. In view of the trade concentration by market, trade diversification has been put forward as a solution to all problems and has been stressed as one of the cherished objectives in the past several development plans. However, it appears that there has not been any significant movement towards that goal and Nepal's foreign trade concentration in terms of both commodity and market has remained virtually the same. This requires a critical study of the policies so far pursued with the intended objective of trade diversification. But before such a study is undertaken, it will be useful to review the trade treaties between Nepal and India which govern Nepal's trade relations with its major partner.
Trade Treaties Between Nepal and India
Nepal's concentration of trade in terms of market, as discussed in the previous section, has been greatly influenced by its trade treaties with India, with whom it has a 500 mile border. Three treaties during the past 25 years have regulated trade relations between the countries. The current trade treaty expired in August 1976.
All three trade treaties have allowed for free trade between India and Nepal. The 1950 Treaty, however, imposed restrictions on Nepal that obligated it to adopt the same rates of tariff imposed by India as the minimum rates on its imports from third countries and stipulated that Nepal should not undersell its exports to India. This was to be achieved by levying an export duty that ensured that the landed price of imports from Nepal into India should not be less than the price of equivalent Indian manufactures.
Considerable criticism was voiced against these provisions.2 A valid comment was made that while India wanted a common external tariff requiring Nepal to adopt the same Indian rates for imports from third countries so that the association of Nepal with India would amount to a customs union, the benefits of such a customs union could be realized at their best only when the association is one of equal status. If the members of a customs union have different levels of development, there is a greater likelihood of gains going to the member country which is more advanced in economic development and far bigger in size and resources. Further, there is also the fear of the emergence of economic dualism in that the advanced country with a headstart in industrialization may dominate the less advanced member country in manufacturing and reduce it to the level of being a supplier of primary goods.3 In the long run, there is also a fear that investment flows in terms of capital and skill both from within the region and outside the region would be increasingly drawn to the industrial centers of the advanced member country. If these polarization effects4 are allowed to grow, the political future of the association of the member countries of unequal sizes would be uncertain. In the theoretical literature on the subject, the remedies suggested are redistribution of gains from the advanced country to the less advanced countries, regulation of investment flows and regional development, all supervised by an effective supranational agency.
The 1950 Treaty did not make any mention of these issues and it appears in hindsight that neither of the two signatories had any appreciation of the problems posed by a customs union. Only the next treaty signed in 1960 showed some understanding and sought to recognize the unequal status of Nepal in a trade association with India.
The second provision, namely that Nepal should not undersell its manufacturers in India, also invited criticism on the ground that the emerging manufacturing sector in Nepal would not be able to meet the Indian competition anyway; but it was felt that where a comparatively infant Nepalese industry was able to make a headway, it should be encouraged rather than discouraged and priced out of market. Though theoretically the criticism is valid, realistically speaking, the manufacturing sector of Nepal was then an extremely small part of its total economic activities and hence the immediate impact of this provision was minimal. However, this might have discouraged and slowed down the process of industrialization.
The 1960 Treaty displayed an awareness of the critical atmosphere and hence a spirit of accommodation towards the less developed partner. Though the treaty deliberately used the term "Common Market" towards which the trade relations were designed to move, there was no attempt to spell out the issues posted by a customs union, much less a common market which is a far more advanced concept (a common market visualizes free movement of factors of production in addition to free flow of trade).
The 1960 Treaty did not require the Nepalese tariff structure to be in consonance with the Indian tariff structure and, hence, provided freedom for Nepal to have its own tariff structure for imports from third countries. The Treaty also enabled Nepal to impose protective duties or quantitative restrictions on imports from India so that the infant industries in Nepal could be able to overcome the initial handi-caps of development. Thus, the 1960 Treaty sought to meet the valid criticisms of the earlier treaty by enabling Nepal to pursue an independent tariff policy with respect to third countries and to pursue a policy of protecting infant industries against imports from India. In essence, the association became one of a free trade area rather than a customs union since it enabled both the partners to have different tariff structures, permitting free trade between the member countries.
The 1960 Treaty was replaced by the Treaty of 1971. The new treaty imposed a condition that Nepal's exports to India should have at least 90% of Nepalese or Indian and Nepalese materials. This particular provision provoked considerable comment in Nepal,5 as it was directed at the export to India of Nepalese nylon fabrics and stainless steel mainly acquired from third countries. These were then manufacturing activities in which little value was added by the Nepalese exporters and, thus, had no impact on the domestic economy in terms of generating income, output, and employment opportunities. (In the next section, a reference to these industries will be made in regard to diversification of trade in commodities.) In one way this provision of the 1971 Treaty can be looked on as having a salutary effect on Nepalese production for exports with its emphasis on the role of linkage effects in terms of a larger impact on the economy. But it is not clear as to why such a high percentage came to be imposed. Any economic activity, let alone an export industry, in an emerging economy such as Nepal has to depend on certain tradable inputs. Substantial imports in terms of chemicals, cement and similar intermediate goods are needed even if the major component is a domestic raw material, such as raw jute, tobacco or leather. Furthermore, in case of exports, the standards of specification and quality are far stricter and naturally more care has to be taken and, thus, import content understandably would be somewhat higher than for goods meant for domestic consumption. In an infant economy like Nepal, 10% as the maximum permissible import content seems to be too low a figure. In the absence of an input-output table for Nepal, it is difficult to pin it down to a specific percentage. However it appears reasonable to reduce the requirement of 90% (indigenous and/or Indian materials) to a substantially lower figure.
Talks had been held in New Delhi on the replacement (or renewal) of the 1971 Treaty on an informal basis in mid-1975 and more formally in June 1976. An Indian mission came to Kathmandu in August 1976 for further discussions, but these were also inconclusive. The 1971 Trade Treaty, thus, lapsed as of 16th of August. Meanwhile, both sides have agreed to continue the trade relations between the two countries on the same basis as before, until they come to a mutually acceptable agreement. There is thus a legal obligation on both governments to adhere to the procedures and principles established under the 1971 treaty. This kind of situation would probably be unacceptable over the long term to both New Delhi and Kathmandu, so a new trade treaty seems likely. But it may take some time for an agreement to be reached on mutually acceptable terms.
The Import Entitlement Scheme A major policy instrument adopted to diversify Nepal's trade was the "Exporters' Exchange Entitlement Scheme" initiated in 1962-63. The chief objective behind the scheme was to increase exports to third countries rather than to India by specifically reserving incentives to exports to third countries only. Under the scheme the exporters were allowed to retain 90% of foreign exchange earnings. They were initially permitted to import any commodities of their choice to the extent of 60%0 of these earnings and the remaining 40% was to be spent on development goods. These ratios, and the privileges attached thereto, have changed several times over the past decade. In 1976, exporters were allowed to retain two entitlement ratios ranging from 45% to 60%. The types of goods allowed to be imported also changed over time, and in 1976 25% of the bonus earned had to be used to import "development goods," 50% "consumer goods," and 25% "luxury goods."
The policy, for several reasons, did not appear to yield the results desired. The scheme stressed only the geographical aspect of diversification without consideration to commodity diversification. The incentives thus granted to the industries exporting to countries other than India also led to a distortion in the country's allocation of resources in a very unforeseen way. According to Pashupati Rana, the exporters took the opportunity to import materials such as nylon fabrics and stainless steel in large quantities under the scheme's provisions for free imports of any goods to the extent of 60% of export earnings, added very little value to these commodities, and exported them to India, which had closed its doors to the imports of these commodities from other countries.6 In a way these exports to India could be construed to constitute a departure from the traditional exports, but the diversification in exports was essentially spurious. Thus, export earnings were frittered away on unproductive goods and efforts that can be rightly defined as misallocation of scarce resources. This socalled diversification in exports to India came to a halt when the latter put an end to the import of both nylon fabrics and stainless steel goods from Nepal. These industries, which purported to have added value domestically to the imports of these commodities, disappeared over-night. This clearly brings out the undesirable manner in which the resources were spent under the scheme until India stopped importing these goods. The domestic impact of these industries were very minimal in terms of generation of income, output, and employment opportunities since the value added in these industries was virtually negligible.
Another aspect of the scheme which could be criticized is that a percentage of the export receipts were supposed to be spent on socalled development goods. But these were not defined in any clear and concise way, and led to the importation of goods unconnected with export industries.
The import entitlement scheme covered only a small part of Nepal's foreign trade since the proportion of trade with India to total trade was substantial and it was excluded from the purview of the scheme. Consequently the benefits from the scheme were confined to a small part of the total export sector. Had the scheme been drawn in a different way, such as promoting the export of processed primary goods rather than agricultural raw materials without any geographical discrimination, the gains from the scheme would have covered the total export sector and would have encouraged the development of processed goods industries. The impact of the scheme in terms of generation of income, output, and employment opportunities would have been diffused to the entire economy. This would have created a sound industrial base in the country and would also have met, at least partially if not totally, the domestic demand for processed goods which are now being imported from India. This would reduce dependency upon India in the long run. Furthermore, this could also open up new markets in third countries when Nepal gains experience in making the processed goods to meet domestic demand. Thus, it appears that the twin objectives of reducing the country concentration and commodity concentration in trade could have been achieved with a greater assurance of covering the total export sector and generating the multiplier effects throughout the economy.
Summary and Conclusions
Nepal's trade problems emanate from market and commodity concentration. Furthermore, its unique geographical position and free trade relations with India have rendered these problems more difficult to solve.
The policy instruments to tackle these problems need to be more comprehensive and concerted than the import entitlement scheme. Both commodity and market concentrations have to be approached simultaneously. Measures to achieve diversification in trade indeed become part of the general developmental efforts of the country, which themselves give rise to deficits in balance of trade. For laying a firm indus-trial base, creation of infrastructural facilities is necessary. This requires substantial imports of capital and intermediate goods.
Nepal has no energy resources other than potential hydro power, and it has had to depend on imports from India for coal as well as kerosene and other petroleum products requirements. Since 1974, India has stopped exporting POL products to Nepal. Under the new arrangement, Nepal imports crude oil from overseas which is unloaded at Bombay, and receives in return refined oil and other POL products processed at Barauni, an Indian city closer to Nepal than Bombay. Similarly for intermediate goods such as iron and steel in its various categories and non-ferrous metals, Nepal's dependence on its neighbor and third countries has to continue for some time due to a lack of mineral resources. A similar situation prevails with regard to imports of electrical and non-electrical machinery and transport equipments.
Regarding imports of manufactured goods, though the past behavior presents a high income elasticity of demand, there is scope for domestically producing simple manufactured goods such as soap and leather products so as to reduce dependence on imports in these commodities. In the short run, however, it appears that the deficits present in the balance of trade for the past several years are likely to persist for some time more as imports would have a substantial edge over exports.
Unless and until substantial energy including hydroelectric power and mineral resources are developed in the country, the trend of deficits in the balance of trade cannot be reversed in the near future. But perhaps the extent of the deficit can be reduced to a tolerable level which can be met through capital inflows. One way of reducing trade deficits is to encourage the processing of primary goods to India and then importing them in processed form. Though it may appear that this would result in a decline in export earnings through the reduction in the export of primary goods to India due to an increase in domestic demand by the newly emerging processing industries, the decline in export earnings would probably be offset by the reduction in imports of processed goods. Apart from the gains in the limited sphere of exchange earnings and savings, a modern industrial base would be established, with the primary processing industries operating in accordance with the principle of comparative advantage. The primary processing industries would not constitute an expensive import substitution measure as they do not militate against the economic criteria of allocation of resources. Further, experience gained in the production of simple processed goods, especially in the area of entrepreneurship and labor skills but also in relation to the linkage effects both forward and backward, would auger well for further industralization in Nepal. As was noted earlier, new markets for processed goods in third countries could be explored with confidence once the ability to meet quality and other specification standards is achieved as a result of specialization.
In addition to the efforts in regard to promotion of earnings from visible items, efforts are needed to exploit the opportunities for earnings from invisible items. Here the importance of tourism can be stressed. Nepal offers unique tourist attractions. A proper exploitation of its natural endowments would strengthen Nepal's balance of payments position. The tourist industry has substantial forward and backward linkages for the economy and would also attract international investment in terms of hotel and resort facilities construction. An appraisal of efforts made in the area of tourist promotion and a bold and coordinated program are needed.
Thus an approach on the above lines is likely to achieve diversification in trade along with the introduction of structural changes in the economy. Further, this does not seem to require any change in the present trade relationship with India, marked by free trade between the two countries. Free trade is to the advantage of both countries since any restriction on trade flows would result in the misallocation of resources and thereby would lower economic welfare. However, there is an exception in the area of protecting Nepalese infant industries in order to enable them to overcome their historical handicaps. There is already a provision in the treaties governing the trade relations between the two countries which enables Nepal to levy protective tariffs on imports from India for the purpose of fostering infant industries. Nepal can and should resort to this in regard to primary processing activities.
A question may be raised at this stage as to the future of IndoNepal trade relations. An answer to this question relates significantly to the present overall trade situation. Currently Nepal's trade with the rest of the world is not substantial. It appears, therefore, that the present situation of free trade with India, along with the enabling provision for Nepal to levy protective duties on imports from India and the freedom to have an independent tariff structure on imports from the outside world would be better than a customs union with India. In the event of a customs union, Nepal may have to adopt the same tariff structure as India on imports from third countries, and this is higher than the Nepalese tariff structure. Trade diversion losses resulting from an upward revision of the present relatively low Nepalese tariff structure would have to be realized. Presently the proportion of Nepal's trade with the rest of the world is small, and these trade diversion losses would not be substantial.7 However, at the present stage of economic development, it appears more desirable to have an independent tariff structure for third countries in order to have less restricted commodities from the rest of the world than would be possible under a customs union with India.
It may be argued that a customs union with India and a conse-
